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Flows Through Financial Intermediaries
IN 1963, as in other recent years, those
who borrowed in the capital markets ob-
tained long-term funds primarily through
major financial intermediaries.
To meet this demand intermediaries had
available a record net inflow of funds. The
total for the full year amounted to $38 bil-
lion, despite some slowing in the flow from
consumers after the first quarter. Even so,
such savings still accounted for more than
four-fifths of the total inflow to these institu-
tional investors during the year.
In the first quarter of 1964 total net in-
flows to intermediaries—as defined in the
note to the accompanying chart—continued
at high levels, but were below first-quarter
rates for both 1962 and 1963. Preliminary
data available for March and April show no
clear-cut effect of the Federal tax cut on
these flows.
During the expansion phases of earlier
postwar cycles, consumers diverted consid-
erable amounts of their savings from inter-
mediaries to direct purchases of securities.
This pattern has been less marked in the
current expansion. In contrast with earlier
experience, market rates of interest have ad-
vanced only moderately, and returns paid on
the deposits and shares of financial inter-
mediaries have risen enough to keep these
outlets for saving competitive with market
investments.
Slackening in the flow of savings to inter-
mediaries since the first quarter of 1963 has
had only a moderate impact on capital
markets. Uncertainties about flows of funds
into commercial bank time deposits, and
hence about the volume of bank investment
in State and local government securities, did
have some effect on yields of these obliga-
tions, particularly in the September-Novem-
ber period of 1963. In the mortgage market,
although intermediaries have continued to
finance a large volume of new mortgage
debt at stable interest rates, they have ceased
to make net purchases of mortgages in the
secondary market and have relied heavily
on funds borrowed from the Home Loan
Bank System.
SAVINGS FLOWS have been directed largely
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NOTE.—Flow of funds annual data. Net flows to financial
intermediaries encompass (1) growth in reserves of contractual
intermediaries (life insurance companies and noninsured, pri-
vate pension funds) and (2) net acquisitions by domestic
individuals, nonfinancial corporations and other institutions—
excluding the U.S. Government—of income-producing claims
on depositary institutions (time and savings deposits at com-
mercial banks, savings deposits at mutual savings banks, and
share accounts at savings and loan associations and credit
unions.) Net purchases of shares of open-end investment com-
panies and demand deposits at commercial banks are not
included.
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FLOWS INTO DEPOSITARY INSTITUTIONS
Net savings flows to financial intermediaries,
although recently below the peak volume
reached in early 1963, have been unusually
large throughout the current economic ex-
pansion. In part, these record inflows reflect
a continuation of the broad underlying forces
that have fostered steady growth of finan-
cial saving at intermediaries since World
War II. This has been particularly true for
such intermediaries as life insurance compa-
nies and pension funds, through which indi-
viduals and their employers make contrac-
tual provision for specific financial needs.
In the past several years, however, the
strongest expansion has occurred at deposi-
tary institutions. Here, too, the operation of
long-run trends has been evident. Rising
incomes have continued to expand financial
savings among people who favor claims in
depositary form—a preference that reflects
both the typically small size of their savings
increments and a lack of familiarity with
the mechanics of security markets. Also, as
returns on savings deposits and shares have
risen, consumers and business firms have
been encouraged to hold their liquidity re-
serves in the form of depositary-type savings
and to minimize the size of their non-
interest-bearing demand deposits.
But the sharpness of the upsurge in flows
to financial intermediaries during recent
years and the tendency for this rise to persist
beyond the early recovery stage of the cycle
have also clearly reflected forces that were
not operative in earlier postwar periods of
economic advance. During each of the two
previous cycles, flows to intermediaries
reached a peak in the recession, and then
contracted during the subsequent recovery
as the volume of savings flowing into direct
purchases of securities increased.
The principal component accounting for
COMMERCIAL BANKS have increased
their share of depositary savings
NOTE.—Semiannual flow of funds data plotted at seasonally
adjusted annual rates.
the unusual rise in flows to financial inter-
mediaries since 1960 has been the acceler-
ated growth of time and savings deposits at
commercial banks. But increases in claims
on other types of intermediaries have also
been large.
Commercial banks. Expansion in time and
savings deposits at banks reached record
proportions in 1962 when the net inflow
exceeded $15 billion. This total was more
than seven times the low 1959 level, and it
accounted for more than 40 per cent of total
flows to all major intermediaries. In 1963,
however, the inflow of time and savings de-
posits at banks diminished by $2 billion,
while flows to other intermediaries showed
a year-over-year gain of $2.5 billion. The
share of commercial bank flows in total flows
declined to 35 per cent, but remained larger
than that for any other type of intermediary.
Commercial banks have been making a
sustained effort in recent years to expand
their position as financial intermediaries.
Their success has depended in large part on
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higher rates of return paid on time and sav-
ings deposits at banks relative to those avail-
able on money market instruments. In addi-
tion, successive increases in rates at com-
mercial banks, although partly offset by up-
ward adjustments at other depositary insti-
tutions, have narrowed spreads between re-
turns paid on time and savings deposits at
banks and those paid on claims at other
savings institutions.
Nevertheless, average spreads have re-
mained substantial. And funds diverted from
these other institutions appear to have been
less important in accounting for the growth
in flows to commercial banks than funds
diverted from checking accounts and secu-
rities markets.
Unlike earlier postwar cycles, growth in
time and savings deposits did not contract
as the current expansion developed; in fact,
during 1962 and early 1963 the rate of
growth increased. In part, this reflected the
fact that market interest rates advanced
only moderately as general money and
credit conditions remained easy in compari-
son with the two previous upswings. At the
same time it reflected a sharp rise in rates
paid on bank time and savings deposits
made possible by revisions in regulatory
ceilings. The details of these changes in
ceiling rates are shown in the table on page
577 of this BULLETIN.
In late 1961, when market rates began
to push toward the bank rate ceilings estab-
lished at the beginning of 1957, maximum
permissible rates were adjusted upward. And
in the summer of 1963 ceiling rates on time
deposits of shorter duration were raised
again, in conjunction with the July increase
in the Federal Reserve discount rate. These
revisions facilitated continued commercial
bank competition for savings flows as the
economic expansion progressed.
The relationship between rates on com-
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NOTE.—Ratio of total interest or dividends paid during year
to average deposits or shares on which interest or dividends are
paid. Commercial bank data include both savings and other
time deposits. Data for mutual savings banks are from
National Association of Mutual Savings Banks; for savings
and loan associations (insured), from Federal Home Loan
Bank Board; and for commercial banks (member), from
Federal Reserve.
mercial bank time deposits and those avail-
able on short-term money market instru-
ments has been particularly important since
1961 because of the rapid growth in negoti-
able time certificates of deposits (CD's) at
banks. The relatively high interest returns
on CD's, their flexible maturities, and the
availability of a secondary market make
them suitable substitutes for other short-
term market instruments. Thus they repre-
sent a means by which at least the larger
banks may compete for the liquid reserves
of corporations and other large participants
in the market.
From late 1960 to late 1961 the outstand-
ing volume of negotiable CD's issued at
weekly reporting banks rose by $2 billion.
Since these are the largest banks, they ac-
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count for the bulk of the supply of such
instruments. Growth in CD's at weekly re-
porting banks accelerated after the January
1962 increase in the Regulation Q ceilings,
and by the end of March 1964 the total out-
standing had increased by almost $8 billion
more. From the end of 1960 through March
1964, growth in such deposits accounted for
roughly one-fourth of the total expansion of
commercial bank time and savings deposits.
The largest share of the expansion in
bank time and savings deposits, however, has
continued to come from the consumer sec-
tor. In 1960, consumer savings flowing to
banks amounted to only $3.3 billion, but
in 1962 the flow expanded to $11.5 billion
and represented 75 per cent of the total net
savings flow to banks. In 1963, as market
rates rose, the stimulus from increases in
rate ceilings began to moderate, and net
flows from the consumer sector dropped
back to an estimated $7.3 billion. At this
level, however, they still accounted for more
than half of the increase in commercial bank
time and savings balances.
Savings and loan associations. Among
other major intermediaries, the savings and
loan associations have received the largest
volume of funds in recent years, as the chart
on page 550 shows. In 1961, for the first
time, the flow of funds to these associations
matched net flows to contractual institutions
—that is, life insurance companies and un-
insured corporate pension funds combined.
Since then it has exceeded the net inflow to
these institutions.
In 1963 savings and loan associations
received $11 billion, net, in new share-ac-
count balances, two-thirds more than in
1959. At the same time, however, because
of the sharp rise in flows into time and sav-
ings deposits at commercial banks, these
associations accounted for only 30 per cent
of total flows to all financial intermediaries;
this compares with nearly 50 per cent in
1961.
The ability of the savings and loan associ-
ations to maintain steady growth in the ab-
solute volume of their share accounts reflects
the fact that they have continued on the
average to offer the highest rates available
on liquid claims. At a few associations on
the West Coast—where growth in share ac-
counts has been sharpest—rates touched 5
per cent in 1963. In fact, during the last 2
years rates in that area have averaged well
over 4.5 per cent and have attracted a siza-
ble flow of funds from other parts of the
country.
Mutual savings banks. While mutual sav-
ings banks have continued to receive a
minor share of total savings flows to all
major intermediaries, they have enjoyed
large percentage gains since 1959. As was
true for commercial banks, some of this
growth represented the recapturing of a posi-
tion lost during the 1959 period when mar-
ket securities were particularly attractive
because of their higher returns. But in 1962
net inflows rose nearly 50 per cent to $3.1
billion. While the rate of increase during
1963 was much lower, growth in 1964 has
picked up again, apparently due in large
measure to a local rate increase in the New
York metropolitan area.
INVESTMENT PATTERNS
Large flows of funds into financial inter-
mediaries have permitted record advances
to borrowers seeking long-term funds. De-
positary institutions, whose inflows experi-
enced the sharpest growth in 1962 and early
1963, accounted for most of the increase
over earlier years.
Net acquisitions of financial assets by
savings and loan associations were $13.4
billion in 1963—up 30 per cent from 1961
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—while net acquisitions by mutual savings
banks increased by more than 60 per cent
over the same period to $3.4 billion. Com-
mercial bank takings of mortgages and
securities other than those of the U.S. Gov-
ernment amounted to $10.5 billion last year
and accounted for more than half their total
increase in loans and investments. Acquisi-
tions of comparable assets had accounted
for little more than 10 per cent of the total
in 1960 and less than 30 per cent in 1961.
In some instances net acquisitions of in-
vestments by savings institutions substan-
tially exceeded inflows of savings to them.
In addition to channeling individual savings
to borrowers, these institutions have been
able to draw on funds from other sources
when they thought an active investment pol-
icy was justified. In 1963, borrowing—pri-
marily from the Federal home loan banks—
provided savings and loan associations with
funds for a tenth of their net acquisitions,
with most of the increase on a seasonally
adjusted basis occurring in the second half
of the year.
Variations in liquidity reserves also per-
mit investment flexibility. Mutual savings
banks, for instance, continued to acquire
funds for mortgages by reducing their hold-
ing of U.S. Government securities, and com-
mercial banks helped finance their enlarged
acquisitions of State and local obligations
and mortgages by reducing their holdings of
short-term Government securities.
Changes in the flows of institutional funds
into particular market instruments over the
past 2 years have reflected the financing
needs of long-term borrowers, the more rapid
growth of depositary intermediaries, and the
pressures that rate competition for savers'
funds has exerted on intermediaries to ac-
quire higher-yielding assets. These pressures
induced a sharp shift in institutional prefer-
ences among asset types in 1962, and the
pattern of takings established then has gen-
erally persisted since.
Mortgages. Borrowers obtain more funds
through mortgages than through any other
market instrument. During 1963 the net in-
crease in mortgages outstanding exceeded
$29 billion and represented two-thirds of
total long-term funds raised by issuers other
than the Federal Government.
The rate of expanison in debt secured by
1- to 4-family residential property, while
substantial, has been less than that in other
mortgages—principally those on apartments
and commercial properties. The increase in
debt of the latter type, which had averaged
little more than $4 billion per year during
1952-61, totaled $13.6 billion in 1963.
Mortgages, like corporate bonds, find
their major market among institutional in-
vestors. Although the mortgage instrument
is not readily marketable, it provides large-
scale holders with a considerable element of
liquidity through amortization. In recent
years mortgage borrowers have benefited
from the rapid growth of intermediaries
such as savings and loan associations and
mutual savings banks, which specialize in
mortgage lending. At the same time, more
diversified lending institutions such as com-
mercial banks and life insurance companies
have maintained or expanded their acquisi-
tions of mortgages. Commercial banks in
particular have turned more extensively to
mortgages as they have sought to increase
their holdings of higher-yielding assets in
line with the growing importance of time
and savings deposits among their liabilities.
Savings and loan associations have con-
tinued to be the single most important sup-
plier of mortgage funds for 1- to 4-family
properties, as the following chart shows. In
the decade 1952-61 they provided 47 per
cent of the total. By 1963 the figure had
risen to 59 per cent. Acquisitions in the
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first quarter of 1964 about matched last
year's pace. Bank lending, which had ac-
counted for only 10 per cent of the 1952-61
expansion in home mortgage debt, rose to
18 per cent in 1963, with most of the pro-
portional increase occurring during 1962.
Mutual savings banks also increased their
share of total funds flowing into mortgages
on 1- to 4-family properties.
As these suppliers have grown in relative
importance, the share of mortgage money
supplied by life insurance companies and
other lenders has declined. Life insurance
companies accounted for only 5 per cent of
the net increase in mortgages on 1- to 4-
family properties in 1962 as compared with
15 per cent in 1952-61, and the dollar vol-
ume of their net acquisitions declined by
nearly $1 billion from the preceding dec-
ade's annual average of $1.5 billion. Some
recovery occurred in 1963, with loan vol-
ume in an uptrend throughout the year. But
in each of the last 2 years insurance invest-
ments in mortgages were directed in larger
measure toward those on multifamily and
commercial properties.
In the rapidly growing market for such
mortgages, life insurance companies have
until recently been the most important insti-
tutional lender. Despite large increases in
amounts lent in 1962, however, their pro-
portional share in the total declined as did
that of mutual savings banks. Although
commercial banks recently have more than
tripled their average takings in the 1952-61
decade, their role in providing long-term fi-
nancing for income properties has increased
only moderately.
The most striking increase in relative im-
portance has been at savings and loan asso-
ciations. Their share rose from 12 per cent
in 1952-61 to 22 per cent in 1962 as net
acquisitions increased from an average of
$0.5 billion to $2.6 billion. Despite a fur-
ther small increase in their acquisitions last
year, the relative importance of savings and
loan associations apparently declined some-
what as the market expanded further.
Corporate and foreign bonds. Financial in-
termediaries, and especially those with con-
tractual inflows and predictable obligations,
make up the major market for corporate and
DEPOSITARY INSTITUTIONS played a growing role











NOTE.—Flow of funds data; "other" mortgages include loans on farm as well as multifamily arid commercial properties.
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foreign bonds. Life insurance companies pro-
vide more than 40 per cent of the net funds,
and most of the rest comes from private
pension funds and retirement systems oper-
ated by State and local government units.
In 1963 corporate and foreign bonded
debt showed a net increase of $6.7 billion,
with more than half of the new corporate
offerings taking the form of private place-
ments. This total, while well short of the
1957 record volume, was high compared
with most other years. Foreign borrowers
drew heavily on U.S. capital markets in the
first half of the year—prior to proposals for
an interest-equalization tax—and long-term
issues by finance companies were large.
Corporate and foreign debt instruments
provided investment outlets for $2.8 billion
in life insurance funds, the largest amount
since 1952. As compared with the two pre-
vious years, pension fund acquisitions also
rose somewhat, varying inversely with the
amount of funds directed toward the stock
market.
Corporate stocks. Purchases of corporate
stocks constitute an important investment
outlet for private pension funds and, to a
lesser extent, insurance companies. Last
year these two groups made net purchases
amounting to $2.2 billion—somewhat less
than in 1961 and 1962.
Unlike other capital market instruments,
most transactions in stocks take place in the
secondary market and involve transfers of
outstanding shares rather than new issues.
In years of small new-issue volume, the net
effect of stock acquisitions by institutional
investors is to shift existing shares from in-
dividual to institutional ownership.
Such a shift occurred during 1963 when
new stock financing—excluding the increase
in shares of open-end investment companies
—was less than retirements. Net transfers
of lesser magnitude have occurred before,
but the sums involved have been small rela-
tive to the estimated value of outstanding
corporate stocks, and stock ownership re-
mains predominantly in the hands of indi-
viduals.
Since the sums realized through sales of
investment company shares are used to ac-
quire existing assets—principally common
stocks—these transactions constitute mainly
a shift in the form of individual stock owner-
ship. Participation by individuals in open-
end investment company portfolios con-
tinued to expand in 1963, but at $1.3 bil-
lion, net sales of shares were the smallest in
6 years.
State and local government securities. Inter-
est received from State and local obligations
is exempt from Federal income tax; since
the value of the exemption is reflected in
lower yields, the appeal of these instruments
has been limited in large part to institutions
that are fully subject to corporate income
tax and to individuals in the higher income
tax brackets. Institutional participation in
financing State and local government debt
has been important for many years, with
commercial banks and fire, marine, and
casualty insurance companies figuring as
major purchasers.
In the decade ending with 1961, individ-
uals on the average acquired about one-
third of the net increase in tax-exempt
bonds, and insurance companies (other
than life) took just under one-fifth. Com-
mercial banks accounted for somewhat
more than one-fourth of the increase, but
their annual acquisitions fluctuated widely
around an average level of $1.1 billion. On
balance, the proportion of outstanding
issues that they held declined slightly over
the period.
Concurrent with the steep rise in time
and savings deposits in 1962, net acquisitions
of tax-exempt securities by commercial
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banks rose to about $4.5 billion. This
equaled nearly 90 per cent of the year's in-
crease in State and local government bonded
debt. Banks' net purchases rose further to
more than $5 billion in 1963, but their
share in last year's record volume of financ-
ing fell to about 75 per cent.
The bulk of the increase in 1963, more-
over, occurred early in the year; fourth-
quarter takings were at a seasonally ad-
justed annual rate of only about $2 billion.
Bank participation in the market for these
instruments in early 1964 has been inter-
mittent, but on balance takings appear to
have been at about the fourth-quarter pace.
MARKET ADJUSTMENTS
In accommodating changing patterns of in-
vestment demand, yield differentials among
the various market instruments have shifted
moderately since 1961. Shifts in quoted in-
terest rates might have been greater except
for some easing of average terms—for in-
stance, lengthening of mortgage maturities
and increasing loan-to-value ratios. At the
same time, other factors have helped to
bring supplies of favored instruments into
balance with demand.
During a period when new mortgage fi-
nancing has been in record volume, heavy
institutional demand for mortgages has nar-
rowed the traditional spread between mort-
gage yields and those on newly issued high-
grade corporate bonds—the most directly
competitive instrument. As the chart shows,
yields on FHA-insured home mortgages con-
tinued to decline for some months after
other yields began to rise late in 1962 and
have remained steady since early 1963,
despite the gradual increase in most long-
term rates. The differential, which at pres-
ent is about 1 percentage point, must include
compensation to the lender for costs of serv-
CHAN6ING YIELD RELATIONSHIPS
reflect supplies and investor preferences





1956 1958 1960 1962 1964
NOTE.—Yields on FHA mortgages are Federal Reserve com-
pilation from average secondary price reported by FHA; cor-
porate Aaa bonds, weighted average of new publicly offered
issues rated Aaa, Aa, and A by Moody's and adjusted to an
Aaa basis; State and local government Aaa issues from
Moody's Investors Service; U.S. Government, bonds due or
callable in 10 years or more. Latest figures plotted: Apr.
icing mortgage debt. Mortgage companies
charge up to V2 percentage point for this
service.
Despite this reduction in the relative at-
tractiveness of mortgages, savings and loan
associations and mutual savings banks last
year supplemented their funds for acquiring
mortgages by borrowing or by reducing
other investments. And lenders with wider
investment options allotted more funds
rather than less to the mortgage market.
Thus it does not appear that rate differen-
tials had narrowed to the point of reversing
investment preferences. Once a pattern of
mortgage investment has been established,
it seems that yield comparisons less favor-
able than those that induced the shift may
be adequate to sustain the new pattern.
Continuing ability of lenders to find out-
lets for mortgage money at rates satisfactory
to them has reflected in part both record
levels of construction and larger loans rela-
tive to property values. Ready availability
of financing has probably encouraged both
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construction activity and additional financ-
ing on existing properties. The secondary
market was also an important supply factor
in the first half of 1963 when the Federal
National Mortgage Association made sub-
stantial sales out of its portfolio.
Bank acquisitions of State and local gov-
ernment bonds on a greatly expanded scale
have forced down the returns on these in-
struments. Yields on such bonds fell more
sharply in 1962 than other long-term rates.
Although yields on State and local govern-
ment securities participated fully in the
gradual uptrend of interest rates during
1963, they remained below those on taxable
instruments by about a full percentage point
—a wider margin than had prevailed before
1962. Fluctuation in the differential in-
creased in late 1963 and early 1964, how-
ever, as bank participation in the State and
local market became less regular.
The quest for higher-yielding assets has
not been confined to shifts among instru-
ments and maturities but has also been re-
flected in a greater willingness of institu-
tional investors to accept medium-quality
issues. There has reportedly been some lib-
eralization of credit standards in mortgage
lending, and the yield spread between high-
grade and lower-grade bonds has narrowed
perceptibly for both corporate and State and
local government debt.
The spread between long-term Govern-
ment and high-grade corporate yields has
also been sharply reduced. In part this is
another illustration of reduced willingness
to accept lower yields in return for greater
liquidity and risklessness. But it probably
also reflects increased supply, stemming
from Treasury decisions to lengthen debt
maturities when the market was receptive
to long-term instruments. Outstanding U.S.
Government marketable debt maturing in
more than 5 years increased by a total of
$14.5 billion in 1962 and 1963. The im-
pact on rates of these additions to supply
was moderated, however, by the fact that
most of the issues were offered in refunding
rather than cash operations.
Many borrowers in capital markets take
advantage of differences in cost or avail-
ability of funds by modifying the form or
timing of new financing. Last year, for ex-
ample, some local governments took advan-
tage of the favorable market for their debt
by raising money to refund some issues in
advance of redemption dates and then hold-
ing the proceeds in the form of shorter-term
assets. Corporate borrowers also often have
considerable latitude in meeting their needs
for long-term financing. They may postpone
long-term debt issues through short-term
borrowing or accelerate them and invest the
loan proceeds in short-term assets.
This ability of issuers to choose between
long- and short-term financing according to
market conditions constitutes an important
element of flexibility. Management of the
U.S. Government debt probably presents
the most clear-cut opportunity for tailoring
offerings to maturity preferences so as to
moderate movements in interest rates.
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